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SUBJECT: Adoption Costs Credit Conformty

SUMVARY OF BILL

Under the Personal Incone Tax Law (PITL), this bill would repeal the existing
state adoption credit and, by conformng with nodifications to the federal
adoption credit, allow a state credit equal to 50% of the costs above $5, 000
($6,000 in the case of a special needs adoption) but not in excess of $10, 000
paid or incurred by the taxpayer for an adoption that qualifies for the federa
credit.

SUMVARY OF AMENDMENT

The April 5, 1999, anendnents deleted the provision allowing a child adoption
deduction and inserted the | anguage discussed in this analysis.

The department did not conplete an analysis of the bill as introduced.

LEG SLATI VE H STORY

AB 119 (1997/1998) sane | anguage contained in this bill, died in Senate
Appropriations; SB 1920 (Stats. 1994, Ch. 827) enacted the current Child Adoption
Credit.

EFFECTI VE DATE

This bill is a tax levy and would apply to taxabl e years beginning on or after
January 1, 1999.

SPECI FI C FI NDI NGS

Federal |aw provides that taxpayers may claima nonrefundable credit for expenses
incurred in adopting a child, up to a maxi mum of $5, 000 per adoption ($6, 000 for
a special needs adoption). |In addition, taxpayers may exclude from gross incomne
enpl oyer contributions toward adopti on expenses, up to a maxi mum of $5, 000 per
adoption ($6,000 for a special needs adoption). The credit and exclusion are
phased out for taxpayers with adjusted gross incone (Ad) between $75, 000 and
$115,000. The $5,000 credit and the exclusions will not be avail able for
expenses incurred after Decenber 31, 2001. However, the $6,000 special needs
adoption credit is permanent. Any credit unused in the year earned may be
carried forward for five years.

Current state |law provides a credit equal to 50% (not to exceed $2,500) of the
costs paid or incurred by the taxpayer to adopt a mnor child who is a citizen or
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| egal resident of the United States and was in custody of a public agency of
California or political subdivision of California. The costs eligible for credit
include fees for required services of either the Department of Social Services or
a |licensed adoption agency, travel, and expenses for the adoptive famly that are
directly related to the adoption process. |In addition, nedical fees that are not
rei mbursed by insurance and are directly related to the adoption are qualified
expenses.

This credit may be clainmed for the taxable year in which the decree or order of
adoption is entered.

Any deduction for expenses on which the adoption credit is based is reduced by
t he amount of the credit all owed.

This bill woul d:

repeal the existing state adoption credit; and

by conformng with nodifications to the federal adoption credit, allow a state
credit equal to 50% of the costs above $5,000 ($6,000 in the case of a special
needs adoption) but not in excess of $10,000 paid or incurred by the taxpayer
for adoptions that qualify for the federal credit.

"Eligible child" is defined as an individual who has not attained 18 years of

age, or is physically or nmentally incapable of caring for hinself or herself, and
the federal provision allowing only the credit for special needs adoptions after
Decenber 31, 2001, does not apply.

Pol i cy Consi derati ons

By generally conform ng state lawto federal law in the determ nation of

whi ch expenses would qualify for an adoption credit, this bill would
sinplify the preparation of the state tax return for affected taxpayers.
However, since this bill's provisions allow a credit for costs which are

ineligible for the federal credit (those exceedi ng $5,000) and for non-
speci al needs adoptions after Decenber 31, 2001, when the federal provision
for non-special needs adoptions expires, this bill wuld create a

federal /state difference and may create confusion as to which taxpayers
qualify for the credit.

This bill does not specify a repeal date or limt the nunber of years for
the carryover. Credits typically are enacted with a repeal date to allow
the Legislature to review their effectiveness. However, if a repeal date
wer e added, the department would be required to retain the carryover on the
tax forns indefinitely because unlimted credit carryover is all owed.

Recent credits have been enacted with a carryover limt since experience
shows credits are typically used within eight years of being earned.

This bill repeals the current adoption credit and replaces it with a credit
based upon the federal credit. As a result, the credit would be avail abl e
to foreign and private adoptions which are excluded under current |aw, but
woul d excl ude nost public agency adoptions since these adoptions generally
cost less than the $5,000 threshold for eligible costs in this bill.
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| npl enent ati on Consi derati ons

I mpl ementation of this bill would not significantly inpact the departnent.

FI SCAL | MPACT

Depart nental Costs

This bill is not expected to inpact the departnment’s costs.

Tax Revenue Esti mate

This bill is estimated to inpact PIT revenue as shown in the foll ow ng
t abl e.

Fi scal Year Cash Fl ow
Taxabl e Years Begi nning On or After
January 1, 1999
Enact ment Assumed After June 30, 1999
$ MIlions
1999-0 2000-01 2001- 02

($2) ($4) ($4)

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis measure.

Tax Revenue Di scussi on

The revenue inpact for this bill will be determ ned by the nunber of
qual i fi ed adopti ons nade during any given taxable year, average qualifying
costs, and the tax liabilities of clainmants.

This estimate was developed in the following steps. First, the total nunber
of adoptions by California residents was based on information received from
t he Departnent of Social Services. During fiscal year 1994-5, there were
approxi mately 6,088 adoptions in California, of which 3,093 were public
agency, 499 private, 1,850 independent, and 646 intercountry. Second, the
total nunber of adoptions was increased 5% per year to allow for growth and
an incentive effect fromboth federal and state tax incentives. Third, it
was assunmed that for this credit, independent, private, and intercountry
adoptions would qualify. The typical cost for these adoptions is $15,000 to
$18, 000 per child. The maxi mumcredit under this bill would be $2,500 per
child adopted. It was assumed that the average credit for taxpayers with
Ad s | ess than $75,000 woul d be $2,500 and for taxpayers with AG s between
$75, 000 and $115, 000 woul d be $1,250 due to the AG phase out. The average
out - of - pocket cost for public agency adoptions is only $500. Fourth, based
on AG distributions for the general population of filers, it was assuned
that approxi mately 80% of the above, non-public adoptions would qualify for
this credit (2,800 adoptions for 1999-0). O these, 80% of the adoptive
parents are assunmed to have AG |ess than $75, 000. It was assuned on
average that taxpayers with AG@s under $75,000 would be able to use 50% of
the credit, and taxpayers with AGds between $75,000 and $115, 000, 95% of the
credit amount per year. It also was assuned that unapplied carryover
credits woul d be exhausted in the subsequent year. Finally, revenue
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estimates were adjusted to account for the repeal of current |aw credits of
$2 mllion based on updated departnmental statistics.

BOARD POSI TI ON

Neut r al

At its March 23, 1999, neeting, the Franchise Tax Board voted 2-0 to take a
neutral position on this bill, as introduced February 24, 1999.
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